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SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill, sponsored by the Franchi se Tax Board, would rmake the
fol |l owi ng changes:

1. clarify that substandard housing could be housing that is either (1) occupied,
or (2) unoccupi ed or abandoned;

2. elimnate obsol ete | anguage regarding pending litigation related to the
provision allowi ng elimnation frominconme of certain interconpany dividends;

3. specify that for purposes of determ ning the correct anpbunt of tax for water’s-
edge el ectors, the presunption of correctness attaches to all federal audit

determ nations, including determ nations made at the audit, Appeals, and/or
Competent Authority |evels.

EFFECTI VE DATE

This bill would be operative January 1, 2000. However, the provision regarding
federal audit determnations relating to water's-edge taxpayers specifies that it
woul d be declaratory of existing | aw

SPECI FI C FI NDI NGS

1. Substandard Housi ng

The PITL and the B&CTL mandate that the Franchi se Tax Board (FTB) adm nister a
Subst andard Housi ng Audit Program The programis intended to assist |ocal
authorities in abating housing violations that result in dangerous and unheal t hy
living conditions. The law applies to taxpayers who derive rental incone from
substandard housing in this state, including enployee housing. This [aw requires
the FTB to disallow interest, depreciation, tax and anortization deductions to
any taxpayer deriving rental incone from substandard rental property when the
taxpayer fails to conply with a notice to renmedy the code violation. The funds
generated by the denial of any deduction are returned to the | ocal governnent
that initiated the action.

Legi sl ation enacted | ast year (AB 80, Stats. 1998, Ch. 646) broadened the scope
of the substandard housing audit program by providing that, along with taxpayers
who derive rental income from substandard housing, the |aw applies to taxpayers
who own a dwelling that is unoccupied or abandoned for at |east 90 days and has
been cited by a state or |ocal governnment regul atory agency as constituting a
serious violation of state | aw or |ocal codes.
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Under the PITL and B&CTL, this bill would clarify that substandard housing coul d
be housing that is either (1) occupied, or (2) unoccupi ed or abandoned.

2. Unitary Businesses/ D vi dends

The B&CTL requires unitary corporations with activities both within and outside
California to conbine all business activities when determ ning busi ness incomne
apportionable to the state for tax purposes. Under the worldw de unitary nethod,
t he business incone of related affiliates that are nenbers of a unitary business
is conmbined to determine the total inconme of the unitary group. The incone is
then apportioned to California on the basis of relative | evels of business
activity in the state, as neasured by property, payroll, and sales factors.

The B&CTL all ows corporations to elect to deternmine their income on a “water's-
edge” basis. Water's-edge electors generally can exclude unitary foreign
affiliates fromthe conbined report used to determ ne incone derived from or
attributable to California sources.

The B&CTL specifies that dividends paid by one nenber of a unitary group to

anot her menber of the unitary group shall be elimnated fromthe incone of the
reci pient and not taken into account when determning the tax liability of any
group menber to the extent that the dividends were paid out of inconme previously
taken into account in conputing the inconme of the unitary business.

When t he B&CTL section regarding the elimnation fromincone of certain dividends
pai d between nenbers of a unitary group was first enacted (SB 339, Stats. 1967,
Ch. 326), litigation was pending concerning the proper treatnent of interconpany
di vidends. This section was enacted wi th | anguage specifying that no inference
shoul d be drawn by its enactnent on the pending litigation. Wile this section
is now 31 years old, and the litigation |ong concluded, the |anguage regardi ng
the pending litigation has never been elimnated and remains in the statute.

Under the PITL and B&CTL, this bill would elimnate the obsol ete | anguage
regarding the pending litigation on interconpany divi dends.

3. Water's Edge El ections

Current Federal Law

Under current federal |law, corporations organized in the United States (U S.) are
taxed on all their inconme, regardl ess of source, and are generally allowed a
credit for any taxes paid to a foreign country on their foreign source incone.

Federal |aw uses the “separate accounting nethod” to determ ne the anpunt of a
corporation’ s incone subject to tax. The separate accounting nethod determ nes
the income of related corporations on a corporation-by-corporation basis and does
not take into consideration the inconme of related corporations not subject to tax
within the taxing jurisdiction.

The separate accounting nethod is generally prem sed upon the use of arnms |ength
pricing in transactions between related parties. Under this principle, the
prices or charges on transacti ons between rel ated parties should be the sane as
if the transactions occurred between unrel ated parties.
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However, in many situations related corporations may realize an overall tax
benefit for the affiliated group by shifting i ncome between affiliates and not
charging an “arms-1ength” price.

Internal Revenue Code (I RC) Section 482 was enacted to prevent any arbitrary
shifting of inconme between affiliates. The Internal Revenue Service (IRS)
conducts Section 482 audits to determne if the related parties have charged an
“arm s-length” price and, if not, what the “correct” price should be. This is
commonly referred to as transfer pricing.

Many federal tax audits involving nultinational corporations with international

i ssues, particularly those requiring Section 482 pricing adjustnents, are

resol ved at the Appeals and/or “Conpetent Authority” level. Conpetent Authority
is a well-established process which is incorporated into nost tax treaties to
assi st taxpayers in resolving international double taxation issues by allow ng

t he taxpayer to request negotiations involving the taxpayer and representatives
of the foreign government and the IRS. The U S. “Conpetent Authority” for these
negotiations is the IRS Assistant Comm ssioner, International.

Current State Law

As an alternative to the worldwi de unitary nmethod, California |law all ows
corporations to elect to determne their inconme on a "water's-edge" basis.

Water' s-edge el ectors generally can exclude unitary foreign affiliates fromthe
combi ned report used to determ ne inconme derived fromor attributable to
California sources. Therefore, in a water’s-edge conbined report, the allocation
of incone between affiliated corporations, sone of whom are nenbers of the

combi ned group and some of whomare not, is relevant to the correct determ nation
of incone from California sources.

California law requires the departnment to conduct transfer-pricing audits to
ensure that taxpayers include the correct anpbunt of incone in the conbined
report. The departnment is not required to performan audit if the IRSis
exam ni ng the taxpayer for the sane year or years on the same issues. |If the IRS
does conduct a detailed Section 482 audit, California | aw specifies that it shall
be presuned correct and that the results of the federal audit apply for state tax
purposes. This presunption can be overcone if either the FTB or the taxpayer
denonstrate that:

An adjustnment or the failure to nmake an adj ustnment was erroneous.

The results of such an adjustment would produce a mninmal tax change for
federal purposes because of correlative or offsetting adjustnents or for
ot her reasons.

Substantially the same federal tax result was obtai ned under other IRC
secti ons.

If the I RS does not conduct a Section 482 audit of any particul ar taxpayer,
California |law specifies that no inference shall be drawn for state purposes from
this failure.

The FTB bases assessnents for tax deficiencies on final federal audit results,
whi ch include audit and Appeal s determ nations, follow ng | ong-standing Board of
Equal i zati on (BOE) precedent establishing a presunption that federal audit
adjustnents are correct for all taxpayers. Settlenent determ nations are
incorporated into these final federal audits.
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Under the B&CTL, this bill would clarify that for purposes of determning the
correct amount of tax for water’s-edge el ectors, the presunption of correctness
attaches to all federal audit determ nations, including determ nations nmade at
the audit, Appeals, and/or Conpetent Authority levels. It also would clarify the
federal code sections involved by adding references to Subchapter N of Chapter 1
of Subtitle A of the IRC (entitled "Tax Based on | nconme From Sources Wthin or
Wthout the United States”). Finally, this bill would specify that these changes
to the water's-edge provisions are declaratory of existing | aw

Pol i cy Consi derati ons

This bill would clarify definitions and elim nate obsol ete | anguage, aiding
in the admnistration of tax | aw by nmaking the statute easier to read and
conpr ehend.

The bill would allow the departnment to utilize conpetent authority

resol utions which are frequently negotiated settlenents as a basis for
adjusting state returns.

| npl emrent ati on Consi der ati ons

I mpl ementation of this bill would not significantly inpact the departnent.

FI SCAL | MPACT

Depart nental Costs

This bill is not expected to significantly inpact the department's costs.

Tax Revenue Esti mate

Provisions of this bill that clarify the law with respect to the definition
of substandard housing or renove the pending litigation | anguage woul d not
i mpact state tax revenues.

The provision that clarifies the departnment’s established audit practice of
using federal results and determ nati ons would have no identifiable revenue

i mpact .
BOARD PGSI TI ON

Support. At its Decenber 15, 1998, neeting, the Franchi se Tax Board voted to
sponsor the | anguage contained in this bill.



